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Gorbachey's Modernization Program:
Implications for Defense

Soviet General Secretary Gorbachey has firmly established industrial
modernization as a top priority. He and other Sovict leaders— including
some senior military officers - have indicuted that they believe this iy the
key to improved ceonomic performance and to the USSR s ability to
sustain the superpower status achieved through its military gains of the
past two decades.

Gorbichey's plans call for boosting cconomic growth through massive
replacement of outdated plant and equipment and an emphasis on high-
technology industries. Both the generul program goals he has luid out in
public speeches and the investment targets sct forth in the 1986 Annual
Economic Plun would require record growth in the machinery allocated for
modernizing Soviet plant and cquipment. The machinery nceded for
industrial modernization is produced in the USSR in the machinery and
metalworking sector  which is also the primary source of production of
military hardware and consumer durables. Thus, Gorbachev's plans for
refurbishing the country's industrial base will, of necessity, involve more
heated competition with defense for many of the resources invoived in the
production of weapons.

In the neir term, the Soviet defense establishment is well positioned to
accommudite the shifts in machiners demand implied by the industrial
madernization program. Since the mid-1970s, major investments in de-
fenae industrial facilities have resulted in a substantial expansion and
upgriading of defense industry. During this period, especially large addi-
tions to capacity hiave been made in the missile, aircraft, and tank
industries. As i conscquence, most Soviet weapons expected to be delivered
to the Soviet forces through 1990 will be manufactured in plants already
built and operating. Indeed. serial production of most of these systems is al-
ready under way.

Competition for resources will be particularly intense. however, for some
binsic matterials and some intermediate goods, sucli as high-quality steel
and micropracessors,and for skilted libor — resources traditionally supphed
on i privcity basis o militany production. This competition is likely 1o
result in some trade-offs at the margin, causing defense plants to make
same adiustments in ther production schedules. Nevertheless, in view of
the immense suith costs for plant and instatled equipment in the defense
production failities, and the fact that these cannot be readily canverted o




civilian use, the industrial modernization goals are unlikely to significantly
impede the completion of the major deploy ments of strategic weapons that
the Soviets have programed through the 1980s.

At this stage. Gorbachev's cconumic policies appear to command wide-
spread political support  buth because of the cunsensus for the need to
revitalize the industrial base and because defense procurement programs
are largely unaffected in the near term. A number of senior military
officers. moreover. have declared that industrial modernization is necessiry
if the USSR is 1o meet the technical challenge of the 1990s. The real test
of Gorbachev's support will come in two or three yeurs when rencwed
demands for expanding and renovating defense industries begin, as defense
industries have to sturt preparing to produce new generitions of weipons.
How the Soviets are able to deal with their resource allocation problems
then will depend on their success during the next few sears in raising
productivity, increasing the supply of advanced machinery, and building
more modern industrial facilities, If the expected gains in productivity have
not been readized, Gorbachey will have to deal with military feaders” asking
for more defense investment and with advocates of devoting even more
resources to madernization. On the other hind. if the industrial moderniza-
tion is successful, the USSR would be in i substantially better position to
meet the demands for mare technologicily advanced weapons.

In the meantime, Gorbachev appears o have settled on o foreign pulivy
course designed to support his domestic economic agenda. We think it
unlikely thist the Soviets attach eritical cconomiv importance 1 an arms
control agreement in the ncar term because the benefit to Gorbachey's
industrinl madernizution plans would nut be great over the next fes years,
But, by promuoting a mwore relaxed atmosphere iind a pereeption of arms
control opportunities. Gorbachey probably hopes to encourage downward
pressure on US defense spending and greater iecess o Western technology
and trade credits, To the extent heis successful, his ability 1o maintain the
mamentum of the industrial modernization program will be enhanced
when the pressure mounts for mare investment in plant and ¢quipment for
delense tater in the decade.
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Gorbachey’s Modernization
Program:
Implications for Defensolj

Gorbachey's Inheritance

A Stroag Military

Since 1964, when Brezhnev came o power, Sovict
defense outlays have increused in real terms cvery
year. During 1965-75, for example i period during
which US dcfense spending declined in real terms
Soviet military expenditures increased by ncarly 50
percent. Even in the following decade, when US
defense spending started ta pick up, cumulative Soviet
defense outlays exceeded those of the United States

by morc than 28 percent. or almost $500 billion (sce

Moscow’s massive commitment of resources (o de-
foense has been reflected in its procurement of military
hardware. Since 1973, Sovict strategic forces have
received 3,500 ICBMs und SL.BMs, more than triple
the US number. Similar sweeping improvements oc-
curred in Soviet conventivnal forces, where the USSR
added large numbers of modern fighters, bombers,
and tanks, (Sce table 1 for a comparison of selected
military hardware procured by US and Soviet mili-

tary forces during um-xs{:I

These sustained. large-scale purchases of military
hardware were made possible by the rupid growth in
the Suviet defense-industrial bise. In the carly 1970s,
the USSR stepped up the retooling of many of its
exirting defense plants and built entirely new produc-
tion facilities to accommodate advanced special-
purpane taoling and cquipment. This expansion in
capucity und 1echnology supposted production uf o
new generation of signiticantly more advanced
weapons,

A Troubled Econom)

In contrast with the USSR enormous military
might, the economy Gorbachev inherited had experic
enved a decade of slowing growth punctuated by
harvest Failures, labor and energy shortages. and

Figure |
Estimated Dollar Cost of US and
Sovier Miitary Programs, 1976-85
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absalute decliaes in productivity isee figure 2 Al-
though better weather and increased labor and man-
agement disciphne helped improve performance afier
1982, 1the antiquated nature of the USSR industrial
bise made sustiained improvements unlikely. tAccords
ing to one unotficial Soviet estimate, the stock of
mavchinery and cquipment was 20 yeans old on aver-
age s Gorbachery s predecessors themselves had argued
that, without an aceeleration in productivily growth,
the USSR would have trouble mectng the demand
for resources for defense. investient, and consump-
tn




Table t
US and USSR: Procurement of
Major Weapon Systems, 1974-85 «
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Soviet Jeaders were especially concerned that the
USSR would continue to trail in military technology
In 1982, then Chicel of the General Stalt Ogarko
warncd thitt, without industriad modernization, the
LU'SSRs technical capabilities would continue to lag
behind those of the West and thit the Soviet armed
forces would find it harder to meet their miliary

respansibilitics.

t

Thus, une of Gorbaches's principal challenges as
Cieneral Seeretars was to lind the resources to up-

Gorbachey's Modernization Strategy

‘The Basic Flements

Gorbaches hans focused his elfurts squarely . and in our
view correcthy, on increasing productivity, His first
and most secessible tasget in his campaign 1o boost
productivity was what he dubbed the human factor,
which led to the campaigas Tor dicipline and against
corruption and akoholism. Some of these efforts
actually were begun ander Andropov, and. although
they were sealed duwn during the Chernenko inter-
regnum, they have yiclded results. Soviet press state.
ments indicate, for example, that there has been o
marked decrease in abseatecismy, fewer industrial
acvidents, and less shoddy work.

Gorbaches alw hits replaced o great many senior
coonemic mansgers with people more receptive to his
palicies and has shifted severad tap officials with
proven track records in the defense industries to key
civilian posts. And. in an attempt to rout out bureau-
wrativ inertia, he has begun to push through organiza-
tonal measures. including the estublishment of a
high-level burcaw to wversee envilian machinery pro-
duction. These changes are rellected 1n our own
meisures of Seviet industrial production, which show
an upturn in the rite of growth of output and an even
mwre marhed recovery in productivity growih,

Gorbaches has stressed, howeser, that the success ur
Tailure of his ccomomin program aver the longer werm
will depend on Fundamental improvemients in the
country s production bese o, m his own words, “the
structyral transtormatien”™ of the economy. In kaying
out s program last summer and fall. Gorbachey
prapesed

o Doubhing retarenent rates of cupital stock 1o geeels
erate the replavement of absalete cpital by more
clhaent machinery

« Modernizing the nateon’s stack of plant and cquip-
ment so that by 19490 4 thied ot it including up ta

prade the country ' industraal base without sureender-
ing the milnary gains of the past 20 sears I laa,

Ciorbachey probably was cliosen o be General Secre-
tary in pirt beeause of the beliel among certaon o the
Soviet elite that he was the best man 1o brng about

resuegenee of broad-hased eoononne growth ::]

halt ob the machmens portion, s new i \Mecting this




Figure 2
USSR: Trends in Key Economic Indicators When
Gorbaches Took Over
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turget for machinery rencwal would require an
annual rate of growth of 15 percent or more in the
machinery portion of new fixed investment.

¢ Increasing capital investment in civilian machine
building in the period 1986-90 by 80 percent vver
that of 198188,

The gualitative side of Gorbachev's strategy empha-
sizes development of the industries that provide the
advanced equipment for industriad modernization
especially machine tools. robots, Nexible manulactur-
ing systems, microclectronics, and computers. In hin
11 Junc 1985 address tu it special conference on
sicace and technology  one of s fiest nunor speech-
es after becoming Generad Sceretars  he itlled for
“revelutionary changes™ in the country s approach 1o
technology and its use in industry. He stressed that
research and development (R& D institutes must ¢on-
centrate more on applied rescarch, decharing that the
“mgor weakness of industial science s its sehation
rom production.”

The 1986-90 Plan: Unclear Signals

The deaft cconomic guidelines for 1986-90 that were
issued in curly November 1985 set ambitious targets,
but the guals were not as high as those implicd carlicr
by Gorbachey. GNP iy slated to grow at roughly 3.8
percent per yearin 1986-90 and about $ percent per
searin 1991-2000, rates not achieved in more than a

decade. :]

Industey. tgriculture, and uther peaducing sectors will
be hard pressed to meet the targets in the fiveeycar
plan tFY P According Lo the FYP guidelines, invest-
ment is shated 1 rise by only about 3.5 10 4 pereent
per sear  the sume as GNP, The investmenti target is
above the rate of recent sears, but it is clearly

Fhe Senzets oot puddinde o tazget for GNP which s o« Wostern
weavept Rathe Vet b Marv st aofioe o Baticnal theoste that
eanftanles o Wttt as well as wagees an stent senvies o womert
there nat, hve st Lot o G gogi, we wh! onoar estiunate

et e wth ot ety e x\!:




insufficient to meet Gorbachev's stated goals for
increasing investment in the machinery sector while
taking cure of other criticsl sectors such as energy.
transportation, and ferrous metallurgy. To meet the
plan goals, the guidclines call for sharp increases in
productivity -increases far greater than those
achicved during the past two FYPs  and also estab-
lish what seem to be unrealistic goals for ¢ncrgy and
raw material savings,

The reason for the low investment target in the 19%6-
90 Plan is unclear, The fact that Gorbachey remand-
cd the draft guidelines at least three times befure they
were issued und that no investment data were given,
other than the overall growth target, strongly suggests
that the issuc of resource allocation was i difficult
onc. Gorbachey may have fuced oppusition from
cconomic planners: many of whom have been ur may
soon be repluced- - who were worried that the econo-
my could not produce the investment goods needed to
meet Gorbachev's modernization goahs and at the
sume time achieve targets for militany procurement
and output of consumer durables; he may uls have
been opposed by managers in sectors that were ant
favored by the plan. Support for such a position could
have come from some members of the military out of
concern that establishing a higher investment target
would result in an upaceeptable squeeze un military
procurement

The 1986 Plan: Emphasis on Modernization
Whatever the reason for the low investment target
given in the published 1986-90 guidelines, Gorbadhey
made sure that investment support for madernization
wits on center stage in the 1986 annual plian that was
issucd three weeks later. The 1986 growth targel for
new fixed investment is 7.6 percent  iwice the aver-
age annual rate specified in the plan fur the 19%6-90
period as a whole. Within the tatal for new fived
inmvestment, investmient in civilian machinery 0 meet
the machinery output goals is slated e grow by o
whopping 30 percent. Moreover, in apparent contrast
to Gorbachey's previous statements that the share of
investment in energd would be held constant. the 1986
plan calls for investment in o) extraction to grow by

M pereent, in the cual sector by 27 percent, und in the
vlectric power sector by 24 pcrccnl.[j

<1t is not Clear whether the machine-building and

metalworking (MBM W scector will be ible to meet all
of the demands placed on it to support the moderniza-
tion goals as well as the Encrgy and Foud Progrums
while at the same time satisfying the requirements for
cunsumer durables ind military hardware. the other
two major cliimants on the sector's output. According
to vur estimates, achieving the growth targets for
investment gouds alone would require an additional
10-11 billion rubles of machinery supplics in [986-
the largest machinery increase ever planned.

By reducing the stock of vninstalled equipment and
the backlog of unfinished construction, and by in-
creasing machinery imports from the industrial West
and Eustern Europe, the Suviets are probably hoping
to obtain new plant and equipment without relying
excluaively on domestic production. Success in aceel-
crating capital @ssimikstion would give i one-shot
boost towisrd mecting equipment modernization goals.
For example. pronounced success in reducing the
stk of uninstatled equipment might free 2-3 billion
rubles of new machinery. Once the surplus stocks
have been mobilized, however. inventury drawdowns
are no lunger i source of additional machinery. Some
incrcase in machiners imports is also certain. But the
absolute gains will not be Jarge compared with Soviet
needs because of the leadtimes involved in contract
negatiations with Western suppliers, the deterioration
i the USSR hard currency ponition, and the relue-

tance ol East Furopean countries to provide the
machiners they need at homc.|:_L|

Whether the powerful start the 1986 Plan gives w the
maodernization program will be sustained throughout
the Dive-y ear peeiod is still questionable. IT the Soviets
stich 1o the investment target in the draft guidelines
and il investment tn 19%6 grows Gt 7 6 peroent as
planned, investment during 198790 would hase 10
grow at onls 28 1o 30 percens per vear to meet the
1986490 Phin targel, A cutbiack 10 these levels in the
late 9808 v unhiheh, howeser: insestment rising at
this rate would not support indusira) moderozation




on the seale Gorbachey has been talking about,
Morcover, if he comes reasoniubly close 1o achieving
his 19%6 erget, it would be uncharacteristic ol him to
back away from his modernization program in

1987-90. E:

The upparent disconnect between the 1986 Plan and
the 1986-90 Plun may have been i consequence of the
fact that by last summer by the time Gorbachey had
completed a number of key personncl changes and
announced the basic programmatic gaals  the draft
of the 19%6-90 Plan was already in a relatively fute
stage of preparation. Although he repeatedly remand.
ed the draft FYP. he may have concentrated his
efforts - insofar as specific performance targels were
concerned  on the 1986 Plan, in the beliel that he
would have further opportunitics 1o push through
adjustments to the five-year targets. One clue W his
thinking in this regird may have been the specific
criticism he voiced publicly in September  that he
was remanding the draft because, among other things,
it did not set the initial year taegets high enough.

L]

Implications for Defense

Gorbuches's plan for refurbishing the cauntry's indus-
il buse through the massive replucement of machin.
ery and equipment will certainly involve increased
competition with the defense sector for many of the

In the past, Soviet uificials have made only infrequent
refercnces to constraints imposed on ¢conomic growth
by defense reguirements. Usually, they have gone out
of their way 10 disabuse Washington of the notion
that they need arms control for economic reasons.
Some of the recent statements were obviously intend-
ed 10 come ta the attention of the United States und
the West Buropeitns during the arms conteol negotia-
tions und, in the weeks beflore the November 1985
summit, probably 10 spread Lhe idea thit Gorbachey
was holding off pressure from hardliners and that the
United States needed 1o make concessions 1o hel
him o longstanding Soviet tuctic,

resources used in the production ol weapons. We do
not know how far he will go in emphasizing modern.
ization of civil industry as oppased o defense indus-
try. but we have goud evidence thit the Sus iets wre
aware of the heavs resource constraints that defense
reguirements place on the madernization program

The competition will be particularly intense in the
MBMW sector, which has traditionally borne a large
portion of the defense burden In recent years, we
estimaste that about 23 1o M) pereent of MBMW
swtput has been gomny to the military. The competi-
ton for pesources used in MBMAW will take place on

several Tronts:

o Fuitory Capucir. Implicit in Gorbachev's call for
mereased output of advanced machinery is the




competition in the absence of rapid plant evpan-
sion  fur modern workspace wt production facihi-
ties. In this connection, robuts, computer-numeri-
cully -controlled machine touls, computer-aided
design systems, Mexible manulicturing sy stems,
and other highly automuted manufacturing systems
arc important for the production of buth the ad-
vanced manufacturing equipment needed tur boost-
ing industrial productivity and sophisticated weap-
on sysiems.

Basic Materials. Chemicals and metals are used in
producing both weapons and adviinced machiners.
Industrial ministries that produce these products
have recovered somewhat from their poor perlor-
mance in the late 1970s and carly 1980 bul are sill
0ot mecting production Liargess.

.

Intermediate Products. Engincering pliastics, ad-
vanced composite materials, electronic components,
and microprocessors are in high demand in the
defense industry and, as modernization proceeds,
will be needed increasingls by civil industry as well.
These products. however, ire 1n short supply.

Lahor. Both the defense industry and einil industry
require highly skilled workers, particulsrly compul-
cr technicians and software cngincers.

Factory Capacity Available

Competition for factory Moorspace and investmens
goads in the short run has been mitgited by the
substantial expansion and upgrading of delense-indus-
trial plants that has taken place since the imd- 197,
The first indications of comprehensive programs o
modernize weapons production Lacibiies necurred
the tank and aircralt industries during the carly
1970s. Industrywide elforts to reequip weapon aswem.
bly plunts aceelerated in the Lite 19705 and we
believe a large portion of the best demestically pro-
duced machiners was dednered to delense industry
during this perind. In addition, the defense sector was
helped by a surge 1in clandestine and open acgumition
ol Western manulacturing cqmipment. blonrspace i
the defense industries continues toncrease, aithough
nut At the nite of recent dears

As o result of this im estient in defense indusry,
whmost alt of vhe production capacity required to
support Smviet force modernization through the rest off
the decade is aleeady m place. Qur calculations
sugpest, for example, that almost no additional invest-
ment in plant and equipment is needed to manuluc-
ture the military hirdware that we believe will be
produced in 19%6-K8, Thus, military production would
vl be constrained in the near term by a reallocation
ol new Tised investment in favor of civilian MBMW
and other priority sectors. Shifting the employ ment of
cquipment in plants that produce both defensc and
nondefense goads from delense to civilian output
would be difficult :nd costly, and would have vnly a
small impact on defense output. Even in the longer
1erm, roughly 83 pereent of the capacity required w
turn out the military equipment projected to be
produced in 1991 was available at the end of 1988,
Some investment in defense industry, moreover, will
no doubt continue. adding new capacily with greater
capibilitics.

Materials, Intermediate GGoods. and Labor

While the Sinviets have the production capacity to
nMaIntain or e increise the current level of weapons
production, the high tirgets for civilian machinery
will spur competition or Jabor and material inputs
used 1n the production process, Some trade-of s are
likely a1 the margin between military and civilian
production. The nature of this competition is shown in
table 2. which gnves wur judgments on particular
resourees: the degree o which they are needed in

o Gan MBMW, their availability 1 non-MBMW
sectors of the ceonomy, and the case with which they
could be shfied from defense industries to civilian
MBMW,

Thigh-quabhity steel and energs, for example. will be in
great demand 1w manuiacture machines needed lor
bath industraal modernization and wcapon production.
e high targets the Sovicts have set Tor machiners
production will place strenuous demands on the fes-
rous metals branch, an mdustry that has been doing
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poorly in recent years und apparemly is slated w
receive little, if any, increase in investment during-the
12th FY'P. The encrgy situation, meanw hile, is likels
to be tight even though investment in the sector is
climbing

The competition for human resources could be even
more intense. Extensive underemplos ment exists in
the Soviet economy, and Gorbachey may hope he van
support his modernization program by mubilizing
currently underemployed engineers and lubor. But
shortages of skitled workers persist in the USSR in
several arcas critical (v both defense and moderniza-
tion for example, systems analysts and, 1o a lesser
degree. computer programers and some kinds of engi-
ncers and skilled machinists. The muost immediate
source of additionul specialists for civil machine build-
ing is a reallocation of the employces warking on the
defense side of MBMW

Capitalizing on Sunk Costs

In view of the massive investment already made in
defense plant capacity and the powerful precedents of
military priority against the near-term requirements
of civilian MBMW, we believe that the Suviets will
move ahead with most of the military madernization
that the Intelligence Community has proyected
through the 1980s. As noted in this paper. nearly all
of the major systems expected to be delivered o the
forces in the next several years already are being built
on fully equipped final ussembly lines. The Blacknick
bomber, the SU-27 fighter, the $8-25 ICBM, and the
T-%1 tanks, for example, hase all entered productom,
and, although the 85-X-24 [CBM is not yet in
production, the necessary capacity is reads and the
production machinery installed.

Competition for basic materials, intermediate goods,
and skilled labor might cause the pace of production
uf some of these new systems to e soanew hat slower
and the ditte of introduction sentew hat Later than the
Soviet military would prefer Fven allowing 1oe such
delays, however, the USSR ¢an proceed withats
strategic and generia) purpose progeans over the nest
seventd sears  whether the annuai rate of procure-

ment spending grows « hitle ar esen dechnes For
example, table ¥ compares 198188 production o
NGO Weapon systems with representstine lesels of

Table 3
USSR: Procurement of Selected Weapon Classes

Poarhle

[RAUSY 1}
10 BN, “m
Subinarines 41 “
Tanks 12.4m In
Fuehier sarcratt p il NI
Heticopters 240 2t
Meaepw bombers 2 20

< Although one promectiem supgeess fower overall pumbers in thew
e he tachiters and Relepters the Nessets wali prosure
durag 9N e ¢ wmilen, wapabie and vently than thange

[
purahased dusing [

production of the same systems that are feasible over
the aext Tive years 1f procurement spending grows at
anverage annual rate of less than 1 percent. The
specific mis of wespons mas be somew hat different
some higher, sume lower, Nonetheless, taking into
aceount the sunk costs and the momentum of ongoing
programs, we beliese these ligures reflect the generad
fevel of procurement that will accue during the 19%6-
90 period

At these general tevels of production, improvements to
Soviet strategic forces will be substantial, New genee-
ations of bande ang sea-based baliistic and cruise
missiles recently have entered or will soon enter
production  As i result, a comprehensise moderniza-
ton of the USSR strategic elfensn e forces should be
completed by the early 19908 Strategic defense force
improvements, although ess substantial, alwo will
permit sustained improvements in capabibities. \ter
trouble-plagued des clupment, sieategic defense mis-
siles Bihe the SA0 and SA-N12 are entering or will

son enter the imentory :]

Conventional torces will underee o simlar upgrade.
Fwa Late-generaton Oghters, the MIG-29 god S1 227,
are entering the inventory, while new submgrnnes and



witrships  including the USSR first Tull-sized air-
cralt currier  are improving naval capabilities.
Meanwhile, # vitriety of improved land arms tmost
notably the T-64B and T-%0 tanks) are being deployed
to the Ground Forces.

Industrial Modernization as a Key to

Long-Term Military Requirements

Thus, Gorbachey can coast for i few yeurs on the
strength of the USSR's past investment in its military
industrial complex without substantially impinging on
the USSR's strategic and conventional modernization
programs. Barring a major chunge in the foreign
threat. the military probably will support  despite
some rumblings  Gorbachev's basic progrum. This
support probably is duc partly 1o the unlikelibood that
it would interfere significantly with the stralegic
modernization programs now under way. In this
regard, according to a Soviet surce, Gorbachey
reportedly reached un ac dation with the mili-
tary. In return for its support. Gorbachev reportedly
gave assurances that certain programs would be uaag-
fected and committed himaelf to ¢xtensive moderniza.
tion of facilities for aircraft, naval ships and subma-
rines, and other advanced weapons. This report,
however, docs not address the issue of whether such
modernization activities represent any change in re-

cent levels of in\-mxn\cnl.:]

Al least equally important, the mulitars stands o be o
major beneficiary of industeial madernization. An
example of the military perspective wans conbiined in
an article in the October 1985 sssue o Kommening
vouruzhennykh sil by Magor Generad Vasy hov:

Toduy what is reguired tor serial prducton o
vanlempordry weapons and the newest combat
equipment s nut comentional or ordinaey equip-
ment but the most contemporary and trequenth
wuntigue vquipment. incduding tundumentally new
inspruments, computee-conteolled o e tonls,
revhat cquipmient, the latest ¢eneratton somputers,
amd Heable procdiection switems In other werds, a
hach level vf develupment of these branches o
srdestry with the best prospects. with the st
cemtemporary teshnology and with a hochh grali-
fied work Lorce

The much more capable and complex weapon systems
that the USSR will want w deploy in the mid-1990s
and beyond  for which plant construction and retoul-
ing must be initiated later in the 1980s  will depend
on dramalic improvements in Soviel manufacturing
technologics, Weapons to be introduced in the mid-
1990s will use more sophisticated guidance, sensor,
computer, and communications subsystems. which in
turn require advanced microclectronics design. fabri-
cation, and testing capabilities. Many of these weap-
ons  such as new-generation fighters  will use mate.
rials and structures thut require computer-aided
design and munufacturing capabilitics that the Sovi-
ets ure just beginning to introduce. In short. if
Gorbachev's modernization plan pays off in greater
production of better equipment and in higher produc-
tivily in the sectors using MBMW products by the
liste 19%0s. the USSR will be in a better position to
salisfy both military and civilian demands.

Potential Probiems in the Longer Term

In the immediate future, any controversy thiet exists
within the civilian and militaes teadership regarding
the industriad modernization plian does a0t appear
sufficient to challenge Gorbachey politically or 1o
derail his plans. He commands 4 dominant position in
the Politbura, and rennisining critics are on the delen-
anve. A Key pohitcal move to establish control of the
military establishment was Gorbachev's selection of o
new secretary Gippointed to the Politburo at the Party
Congressy to oversee defense industry, replacing his

former rival Grigoriy Romanon [

The need for industrial modermization w bolsier

tuture defense capaubibites abwr his been addressed by
seteran politieal leaders oarly this year, for example,
President Andrey Gromyho told i Woestern visitor in
private comersation that the basis of 4 stroong delense
i the economy and that, consegquently, the T SSR has




made the modernization of the Suvicl economy its

first priority.

The political risks are likely to mount, however, as the
demand for aew investment for defense plant and
produclion equipment rises in the lute 19K0s and carly
1990s, when the Soviets will have to begin tooling up
for the next gencration of weapons. Unless Gorba-
chey's efforts to modernize industry puy off in greater
numbers of more advanced, high-quality equipment
und in substantially increased productivity. the battle
between civilian and defense interests will become
more severe. The military may be prepared o cope
with the effects of more intermal competition for basic
misterials and skilled ksbuor as long as the delense-
industrial base exists to suppurt ongoing progriams
and modernization enhances the technological capa.
bilities of military industry. But mior niew wezpon
programs will require pew production machiners . At
that juncture. the abjectives of industrial moderniza-
tion could increase pressures to pesipane certain
major defense initiatives — an option almost certan ta
be unpalatable to a signilicant portion of the military
and political leudership.

Indicators of Gorbaches's ability o contimue to give
prioeits to the industnal modermzation program

could begin o appear within the neat sear or two.
These might include:

¢ Changen in defeme-industrial capacity; Shifting ex-
isting defense capacity to civilian vutput would
indicate a strong push for meeting consumer-dura-
ble targets 10 support labor productivity goals.
Large additions 1o defense capacity, on the other
hand, would indicate that industrinl modernization
was taking u backseat 10 defense modernization,

Mayor shifts in procurement of military hardware:
These are cansidercd highly unlikely in cither dirce.
tion but would be & particulurly strong indication of
the course of Gorbachev's program.

Altering investment targets: Backing off could sug-
gost the progriam was in trouble, while seling
investment growih up would indicate great momen-
tum behind @

The Foreign Policy Angle

Guorbachev's fureign policy strategy of reengagement
with the U nited States appears devigned (o create gn
environment favorable 1o his domestic cconomic strat-
cgy. wnd may even be aimed at neutralizing his
potential pabitical uppositnn. By promoting a more
relaxed wtmosphere and a perception of arms control
appartunities. Gorbachey almost certaindy hopes o
envouriage downward pressure un US defense spend-
wy U S-Sovict talhs b advertise 1o the Furopeans
that the “new Noviet leadership™ genuinely wants 1o
reduce BastsWest tensions and that the growth and
modeemzation of the Sovict economy take precedence
meer mubitary might. Garbachey probably believes that
an improsed duahogue will bring about greater aveess
o Western technalogy and credis,

W v think the USSR recogmizes that the nedr-teem
cconoimie benetits o Garbaches's industrial modern-
1atien plan feom an arms control agreement would




not be great. Much of the plant and machine tools
alrendy committed to the new strategic systems could
not be readily trunslerred to civilian machine build-
ing. Strategic weapons absorb fewer raw materials
and are Jess fabor intensive than ground force weap-
ons, for example, while the high-technology produc-
tion resources devoted to sirategic nuclear systems
could be transferred only gradually to civilian
purposes.

Gorbachev and his plunncrs were formulating their
ceonomic targets and guidelines before the summit
took place, and the basic decisions un economic
resources almost certainly were pot made contingent
on the summit or on the expectation of it magor
breakthrough in arms control. Decisions on mulitary
production through the mext severad years would have
10 have been made in the context of averall industrial
production targets,

The arms control proposals emanating frum Moscow,
in fact. appear to have been designed to permit the
USSR to proceed with strategic modernization. The
limits they prescribe for intercontinental faunchers
and reentry vehicles appear Liilored 1o accommodate
the new Soviet ICBMs and SLBM- for which praduc.
tion lines already exist. and the lower totads could be
achieved by removil of the large number of older.
mainly silo-based 1CBMs ind some aging and less
capable earlier generation ballistic missile submas-
rines.

Onver the longer term, 4 cumpreiensine arims control
agreement, espevially an aceord that included sizable
reductions in strategie forces and presented or de-
layed deployment of o US SDI program, would
provide substantiid cconomic beaetits in the | SSR.
Reductions in deployed Jorces would enable the Sewee
ets 1o sgve misteril and labor, and even greater
savings would acerue i1 the agreements allowed the
Soviets U forgo or postpene the s estiment an plant
and equipment for production o) nes Weapen sysiems

In the meantime, Gurbachey i likely to continue o0
play 10 heightened Western expectations regarding
arms control and general political 7economic relations
with the Soviet Union. If this palicy is successful, he
will be in o stronger position to maintain the momen-
tum ol his industrial modernization program when the
pressure for investment in plant and equipment for
defense programs becomes more intease later in the

I‘)K(h.:

Future Decision Points

Ciorbachev fuces considerable risks down the line in
implementing his modernization program. If he tries
tu carry out the program without raising overall
investmient growth in 19%¥7-90, the impetus to growth
based on the 1986 Plan is likely to trail off after a few
sears, lcaving the shortages and disproportions char-
acteristic of an unbalanced plan. In addition, shori-
changing the eaergy sector after 19%6, particulirly
vil, could result in a further sharp decline in produc-
tion, In 19%S, Gulling ol prices und decreased sales to
the West precipitated s SX.5 billion drop in hard
curreney carnings, and a devline of the saume magni-
tude 1» posaible this year. Unless the USSR iy willing
to underwrite Western imports through massive bor-
rowing  which seems unlikely  Muscow many be
furced W reduce impurts of state-of<the-art technolog)y
for s madernization program.,

To forestall such i snuation, Gorbachey could decide
te reverse directions and raise investment toward the
cend of the 12th FYP by traing to curb the military’s
demand for machine-building output and R&D re-
souiees. b nder such i seenario, the military might
bevame restless, while waiting for the deferred 1m-
provements in the technological base of military in-
dustry  Alternatively, Gorbaches could free machin-
ery for the modernezation program by reducing the
ressurces committed o consumer-durables production
o the Faod Progriom or by demanding mere imports
i Eastern b urope. Scaling down resources for the
vasuiner mght be espectally aitractise it better-
thanas erage weather oner the nest few sestes resulied



in unexpected gains in agricultural vutput. In the
absence of such an upturn, however, hopes for clicit-
ing greater work cffort would probably plummet as
general disillusion set in, with the population sccing
Gorbachev as no more effective than Brezhnev or
Cheracnko.

Rather than increase investment resources, Gorba-
chev might seek 1o spur productivity through other
policy initiatives. He could, for example. permit selec-
tive legalization of private-sector activity, particularh
consumer services. This would indicate willingness to
depart from cconomic orthodoxy in order to improve
consumer welfare and thereby cconomic performance.
In addition, although Gorbachey has taken u conser-
vative approach to reform measures so fur  prefer-
ring to work within the system  some of his adviscrs
huve indicated that he might be willing 1o introduce
bolder measurcs once his politicil suppori has been
solidified.

In sum. major adjustments will have to be made in
Sovict economic policies if Gorbachey hopes
uchieve his economic obyectives. Nonctheless, given
the political risks that some of these policies might
involve. Gorbachey may well stick 1o his present
strategy as long as st least some progress is being
miade toward his industrial modernization geals. We
do not know how much plun fulfillment would be
cnough over the next few sears toavert substantizl
changes in resource allocations or other policies: but
Gorbachev, by virtue ol the persaanc! changes he has
already made tas well as those that appeasr to be in the
works), probably will be in a good position to declire
his progeam a “succes.” cven if the returns are anly
maoderate.




